CENTER FOR INSTITUTIONAL REFORM AND THE INFORMAL SECTOR

Universty of Mayland a College Pak

Center Office: IRIS Center, 2105 Morrill Hall, College Park, MD 20742
Telephone (301) 405-3110 . Fax (301) 4053020

INDUSTRIAL AND TRADE POLICY
REFORMS IN INDIA

April, 1996
Isher Ahluwahlia

IRIS-India Working Paper No. 13

This publication was made possible through support provided by the U.S. Agency for International
Development in India, under Contract No. ANE-0015 B 13 1019-00 to the Center on Institutional Rc¢form and
the Informa Sector (IRIS).

The views and analyses in the paper do not necessarily reflect the official position of the IRIS Center or the
U.SA.I.D.

Author: Isher Ahluwahlia, Center for Policy Research, India.




I NDUSTRIAL A ND TRADE POLICY
REFORMS I N I NDIA

B Y

ISHER JUDGE AHLUWAILTITA

C ENTRE F O R P OL I C Y RESEARCH
N E W D ELHI



Summary

This paper presents an overview of the steps taken by the Government of India, since
1991, to liberdize the country’s trade and indudria policies The author finds that the
reorientation of India’s industrial and trade policy rCgiMCS, since the balance of payments crisis
in 1991, have had the effect of significantly raising the growth rate of GDP from 1 percent per
annum to over 5 percent per year by 1994. Foreign exchange reserves increased to over $15
billion from $1.2 million over the same three year period, while inflation was haved from a pesk
of 17% in August 199 1. Exports have responded to the liberdized environment, growing in
dollar terms by 21% by 1994. Finally, India has seen a growth in both foreign direct invesment

and foreign portfolio invesment.

Despite domestic deregulation and delicensing in the industrid sector, industrid growth
in India has been dower than expected. The author concludes that a higher and sustainable path
towards industrial growth requires an increase in both public and private investment. Resistance
by established industry to the progpect of increased competition, the poor fisca postion of the
government and some of the mgor public sector enterprises and problems in the government’s

exit policy, it is concluded, are the maor impediments to future reforms in the industrid sector.



The past three years have seen some fundanental
econonmc refornms in the industrial and trade policy regine in
India. About the same time that China set out on a historic path
of economic reforms in the |ate seventies, sone observers of the
Indian econony both within the government and outside were
devel oping serious msgivings about the effectiveness of the
industrial and trade policy instrunents in achieving the targets
set by our planners and policy nmekers'. But, unlike China, in
India it took over a decade to develop the resolve for change and

that too after a severe balance of paynents crisis in 1991,

Some nmmj or aspects of the policy reginme, i.e., its
extreme inward orientation, the dom nance of the public sector,
and the extensive donmestic regulation had all contributed in
good neasure to the high cost industrial structure that had
devel oped in India over tine. Labour |aws which provided little
flexibility in hiring and firing and the conpetition anong the
nunmerous trade unions with their different political affiliations

further added to the cost pressures.

It was not surprising then that in spite of the
i npressive increases in the saving and investnent rates in the
econony (these rates had nore than doubled between 1950 and 1980
as shown in Table 1), the growth rate of the econony remined
stagnant throughout the period. The downward slide of the growh
of GDP from 4.1 per cent per annum in the fifties to 3.8 per

cent per annum in the sixties and 3.3 per cent per annum in the
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seventies is a witness ta how the gains on the resource
nmobi | i sation front were eaten away ‘by the losses on the
productivity front. The erosion of conpetitiveness was also
reflected in a secular decline in India's share of world exports

froma small enough 2 per cent in 1950 to less than 0.5 per cent

in 1980 (Chart 1),

Unli ke China, however, India in the eighties opted for
a slow correction on an experinental basis for a few sectors and
that too within the confines of a deeply inward oriented regine.
Several policy changes were nmade to nitigate the rigours of the
control regine. Direct taxes were |lowered; private sector was
given a larger scope for participation in the growh process;
market forces were allowed to play a sonewhat larger role in
encouraging better wutilisation of investnents that had already
been nmde; and licensing controls,on foreign trade and investnment
were liberalised gradually. But the very high degree of
protection from foreign conpetition continued throughout this
period and the anti-export bias of the trade reginme was sought

to be offset by increasing the subsidies for exports.

The reorientation of the industrial and trade policy
regime had the effect-of---giani, firont l,v Traicing the grawth rate
of GP to 5.6 per cent per annum in the eighties conpared with
3.3 per cent in the seventies. Gowth of value added in industry
accelerated from 4.8 per cent per annum in the seventies to over
7 percent per annumin the eighties (Table 1).This was mainly on

account of productivity gains. Total factor productivity growh
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in Indian manufacturing responded very well to the policy

reorientation of the eighties. After a lone-term trend decline
of 0.5 per cent per annum in the sixtiesand the seventies, total

factor productivity grew at a rate of 2.8 per cent per annum in
the eighties'. But the sustainability of the better growth
performance was being put to test by the deteriorating nmacro-

economi ¢ environnment. This was largely a reflection of the

growing fiscal profligacy of the Government of India during the

eighties.

The @ulf war of 1990 and the political instability at
the turn of the decade further contributed towards the collapse

of international confidence in the Indian econony and the result

was the balance of paynents crisis of 1991. Inflation was
rising, industrial production was declining, foreign exchange
reserves at  $1 billion were at their lowest level ever, and the
possibility of international default was a very real one, The

crisis helped to focus the mnd on the need for widespread

econonic reforns directed at fiscal stabilisation as well as
m cro-| evel changes including industrial and trade policy
ref or ms.

One advantage of being a lateconer is that you can
learn from others' mistakes. I ndeed, for India in 1991 there
were lessons to be learnt from other economies. The East Asian
mracle was there for all to see. China had already conpleted
a decade of economc refornms through opening up to foreign trade

and investment, and with splendid results. GDP of China grew by
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close to 10 per cent per annum between 1979 and 1992 The
econoni es of Eastern Europe were also well on their way to market
nrientatinn and globalisatinn. Above all, the consequences of
inaction could also be seen in the disintegration of the Soviet
Union. It underscored the urgency of economic reforns if india

were to avert simlar disaster.

| f international exanpl es wWere many, India's own
experience wth deregulation in the eighties provided further
inspiration for the reforms. Nevertheless, during the alnpst three
years since June 1991, econonmic reforns in India have been fast by
the standards that we in India are wused to, but slow by
i nternational standards. Perhaps this is inevitable in a denocracy
with strong entrenched interests favouring the continuation of the
old regine. But the direction has been firmy set and a consensus

is energing in favour of change.

1. Trade and industrial policy-- reforms

Industrial and trade policy refornms of the nineties are
designed to inprove the productivity performance of Indian industry
by attenpting to inject nore conpetition fromw thin the econony as
wel | as from outside. The objective is to strengthen the growth
capability of +the econony in the nmedium run and help Indian

indust»y in the nrarece nf pecoming internationally conpetitive.

{i) Trade Policy Reforms

Trade policy reforms have been at the centre of the New
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Economic Policies of the nineties. Recognising that exporting
within the shackles of an inport substitution regime wll not be

possible, a process of dismantling this regime began in earnest
three years ago. For the first time the policy nmakers have
attenpted to integrate the Indian econony with the world econony by
doing away with the conplex system of inport I|icensing and making
an open conmtment to lower the tariff rates on imports in a phased
manner to bring them in line wth those prevailing in other

devel opi ng economi es.

In a major initiative towards convertibility of the Indian

rupee, inport licensing has been done away with for nost goods
other than consunmer goods. The bureaucratic delays, inefficiencies
and corruption possibilities associated with the Ilicensing regine
were elimnated in one broad sweep of this initiative. For
consuner goods, however, the restrictive regine of inport |icensing

remains nore or less intact and is conbined with very high tariffs.

The custonms duty reduction has followed a consistent

pattern along the lines indicated by the Chelliah Conmittee's
Report (1992)'. In 1991, the peak rate of customs duty exceeded
200 per cent. Even capital goods inports were subject to tariff

rates of around 100 per cent which was mnmuch higher than the range
of 5 to 15 per cent prevailing in nbst other devel oping econom es.

n_the industrial cost structure in

This had a cascading _effect

I ndi a.

Wth the nost recent tariff reductions in the budget for

1994-95, the maxinmum tariff rate has been lowered to 65 per cent.
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The government has not been deterred by the revenue shortfalls in
the budget for 1993-94 from pursuing the course of tariff reforns.
The inport-weighted average tariff rate on the intermediate goods
is around 30 per cent and on capital goods around 38 per cent.
These are still higher than in npbst other devel opi ng econonies, but
much lower than three years ago. The budget for 1994-95 has al so
taken sone mmjor corrective action to renpve the anonmalies of an
inverted tariff structure facing the indigenous capital goods
i ndustry and i nposed countervailing duties on inported capital

goods to ensure a level playing field to the donestic producers.

The gradual renoval of the anti-export bias through
dismantling the import substitution regime has been conbined wth
some positive measures to pronpbte exports. This includes tax
exenption on earnings from exports and provision of concessionsl
finance for exports. In particular, greater thrust has been
provided to exports from agriculture and |abour-intensive sectors.
The negative list for exports has been significantly pruned. As an
added incentive, expart-ariented units (EOU’s) in agriculture and
allied sectors have been allowed to sell upto 50 per cent of their
total output in the domestic narket. The minimum export price for
basmati rice,a superior variety of rice, has been elimnated and

export restrictions on superior quality of rice have been rel axed.

The reduction of subsidies to agriculture in devel oped
countries as part of the inplenentation of the Uruguay Round shoul d
benefit India's energing exports of agricultural and allied

products. The phasing out of the Milti-Fibre Arrangenment over 10
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years will also make it possible for Indian exporters of garnents
and textiles to increase their market shares in product categories

where they have conparative advantage.

(i) I ndustrial Policy Reforns

Donestic deregul ation has been a central feature of the
industrial policy reforns. These reforns have been designed to
provide to the private sector |arger scope for participation in the
growt h process. They are also characterised by a new approach
towards foreign investment. Two inportant areas of weakness relate
to exit policy for non-viable nonrevivable sick units and public

sector reforns.

(a) Industrial Delicensing

Industrial licensing policy has seen the nobst dramatic
changes. The system of industrial licensing which involved
permisainan from the gnvernment of India for new investnents as well
as capacity expansions has been virtually abolished. The parallel
but separate controls over large industrial houses through the
Monopol i es and Restrictive Trade Practices Act have also been
el i m nat ed. The many inefficiencies of this system = carefully
docunented by Bhagwati and Desai as early as 1970 - are now truly
a thing of the past, although barriers to entry at the |evel of

the state governments still remain.

An associated area crying out for reforms is that of

reservation in production of certain itens for the small scale
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sector. Introduced in 1969, reservation policy for the small scale
sector has protected smmll scale units from conpetition from the
large scale units in the poduction of certain items, The wi nds of
liberalisation have not touched this aspect of policy so far. This
is a serious handicap for certain export-oriented industries such
as garnents and |eather products including |eather footwear. In the
areas where India has inherent conparative advantage, policies of

reservation are holding entrepreneurs back from exploiting the

economies of scale to exploit opportunites in the world market.

{b) Opening up to Foreign Investnent

The opening up to foreign trade has been conbined with a
policy of opening up to foreign investnent. The new policy towards
foreign investment goes beyond "permtting"” foreign investnent
to a policy of "actively seeking" and "promoting" foreign

investnment particularly in the infrastructure sectors.

Direct foreign investnent is permitted in virtually every
sector of the econony. Majority foreign investnent (up to 51 per
cent) is freely allowed in nost industries. In industries reserved
for the small scale sector foreign equity upto 24 per cent is
permtted. Foreign equity upto 100 per cent is encouraged in
export-oriented units in the power sector, electronics and software
technol ogy parks. In other industries also, foreign equity upto
100 per cent is permtted on nmerit. There is no restriction on the
use of foreign brand nanes/tradenmarks for i nternal sal e.
Restrictive provisions earlier applicable to FERA conpanies, i.e.,

conpanies with nore than 40 per cent foreign equity, have been



abol ished.

A foreign investor has to seek "governnent approval" in
one of two ways. A-simple fast track nechanism or "automatic
approval" is available for projects of certain kinds, e.g. upto 51

per cent equity in units in Export Processing Zones and also in 100
per cent export-oriented units and all foreign technol ogy
agreenents which neet certain econonic paraneters. For all other
proposal s, applications are processed by a high level Foreign
I nvest ment Pronotion Board (FIPB). Wth its record of speedy
cl earances, the Board has approved a total volume of foreign equity
of 4 3 billion in the first two years. All this is in sharp
contrast to the approvals of only about $ 150 mllion per year only
a few years ago. India has joined the Miltilateral I nvest ment
Guarantee Agency (MIGA) and is currently negotiating bilateral

investment treaties with several countries.

Even as the attitude and ©policy towards foreign
investment is changing radically, there is still a degree of
anbi val ence when it conmes to foreign investment in consumer goods.
This is very different from the approach followed by China which
stresses that as- long as foreign investnent generates enploynent,
economic activity and exports, the questions of whether it is in
consumer goods or any other industry, high-tech or low-tech, are of
secondary inportance. Indeed, in the first seven-eight years of
the opening up i n China, foreign investors flocked to [light
consuner goods industries and thereby made significant contribution
to the export boom from China. They could do this because the

scal es of production were geared to the global market.
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Tn India, a major inpediment to. the emergence of the

gl obal scales of production in consumer goods has been the very
high protective wall built with a conbination of high tariffs and

restrictive import licensing, on the one hand, and reservation

policy for certain items for the small scale sector, on the other.
The protective wal | separates the highly profitable donestic
mar ket from the world nmarket. Sub-optimal scales of production

have therefore been set up to cater to the sheltered donestic
mar ket . If foreign investnment or for that matter donestic
investment is to be encouraged in consuner goods with a global
vision, it is extrenmely inportant to replace the inport I|icenses
and the very high tariff rates by specified maderate rates of
tariff on the inports of consunmer goods and relax the reservation
policy. Only then can India develop a manufacturing base for the

export of consuner goods.

{(c) Exit Policy

A major lacuna in the reforms of industrial policy s
the persistence of the barriers to exit for non-viable sick units.
The Board for |Industrial and Financial Reconstruction (BIFR} was
set up in 1987 to attend to the wi despread incidence of industrial
sickness in the private sector. It was assigned the task of
separating the non-viable sick enterprises from the revivable ones
and provide rehabilitation packages for the one set and effective
solutions for exit to the other. The fact that the BIFR comes
into the picture at a fairly advanced stage of sickness and that
its powers are not nmmndatory have neant that it has not been

effective in facilitating the exit of the nonviable sick units
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within the existing institutionai constraints.

To sonme extent this reflects the inherent conplexity of
the issues faced in any attenpt at industrial restructuring. The
challenge is not only that of overcoming the resistance from
organi sed labour. While this is inportant, this can be attenpted
by offering packages of financial conpensation and opportunities
for training and redepl oynent of labour which is adversely affected
in the process of restructuring. An additional challenge is posed
bv the rigidities of the institutional framework including the
| egal system which stands in the way of easier flow of resources
from one industry to another. The recently submtted report by the
Goswami Committee (1993) has also enphasised the constraining role

of the inflexible judicial system

It is wdely recognised now that anmendnments in the
Tndnetrial DNi sputes Act, the Conpanies Act and the Urban Land
Ceiling Act are vital if the Ifgal framework is to provide the
necessary flexibility in noving resources away from the
unproductive and economically non-viable sectors to the nore
vi brant sectors. Amendnments in the Conpanies Act would facilitate

mergers of sick conpanies with healthy ones and also cut short the

long drawn process of |l|iquidation of firns. The Conpanies Act
Amendment was in fact introdiiced in Parlianment in 1993, but the
government |s proposing to subnmt a new Bill in its place to take

account of certain concerns expressed by |ndian industry.

The Industrial Disputes Act requires a firm to seek

perm ssion from the state governnent before any retrenchnent of
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labour and the permission is typically held back. Amendnents in
the Industrial Disputes Act would allow retrenchnent of labour
Wi t hout the rigidities of securing permssion from the state
gover nnment . The Urban Land Ceiling Act is a mmjor constraint in
the functioning of the market for land and buildings in urban areas
since land in excess of the ceiling cannot be sold wthout specific
government permissiun which is often not forthcom ng. Amendment s
in this Act will enable nonviable sick firms to sell their real
estate to settle the clains due to their creditors and nake it
easier for them to exit. Once these legislative reforns are
undert aken, the BIFR would also be able to function nore

effectively in helping the process of industrial restructuring.

(d) Public Sector Reforns

The urgency of the reform of public sector enterprises
arises from the fact that the government does not have budgetary
resources to continue to subsidise the loss-nmaking enterprises. A
conpelling situation has been created by the inability of the
government to continue to subsidise the public sector through
budgetary support. The contribution of budgetary support to the
plan investnment of public enterprises declined from 23.5 per cent
in 1991-92 to 13.8 per cent in 1993-94. More and nore, public
enterprises have to approach the capital market for their resource

requi renents on the strength of their performance.

As the economic environment is being made nore conducive
to cost and quality considerations and attempts arc being made to

foster conpetition, pressure on performance orientation in the
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public sector is mounting and so is the need-for reforns. But the
resistance from the organised labour and the bureaucracy and
pl eadi ngs from ideological quarters have stood in the way. As a

result, the policy response in the form of public sector reforms by

the central governnment has been sl ow.

The low if not negative rates of return on the
investments made in a large nunmber of public sector enterprises are
well known and well docunented in a nunber of official reports',
The profitability of PSU's in terns of gross profits to capital
enpl oyed actually declined from 12.1 per cent in 1981-82 to 11.4
per cent .in 1992-93. The net profitability has fluctuated around
2 per cent in recent years. If petroleum and power sectors are
excluded, the net profitability was -0.7 per cent in 1991-92 and

virtually nil in 1992-93 (Table 2).

The financial performance of the state public sector
undertaki ngs has been much worse. The heavy losses incurred by
the state electricity boards (SEB's) alone are estimated to be of
the order of Rs 45.3 billion in 1991-92 which ambunt to 14 per cent
of the total anticipated annual plan outlay of all states and union
territories. The SEB's have all along failed to realise the 3 per
cent statutory rate of return on their assets. This is significant
because the resource generation capacity of the SEB's has a direct
bearing on their capacity to invest and contribute to the crucial

infrastructure needs of the econony.

Mich store has been laid by the signing. of MoU's

(Menoranda of Understanding) between a public enterprise and the
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adnministrative mnistry which controls the enterprise. Whi |l e
designed to distance the ministry fromthe day-to-day running of
the enterprise, experience has shown that the MoU’s have not really
worked in providing effective autonomyt o the public sector
enterprises. A change of attitude in the new era of liberalisation
may |lead to sone inprovement in results in the years to come, but
much nore is needed than MoU’s to distance the governnent from the

actual running of the public enterprises.

A policy of "greenfield privatisation'' has pronpted
private industrialists to venture into areas earlier reserved for
the public sector, e.g., power, aviation, hydrocarbon devel oprment,
tel ecommuni cations equipnment and nore recently even specialised
tel ecommuni cation services (cellular phones).The nunber of areas
exclusively "reserved" for the public sector has been whittled down
to just 6 which covers areas such as defence, atonic energy,
mnerals going into atomc energy, coal and lignite, nineral oils
and railway transport. Virtually all other areas have been opened

to private investnent.

Steps have also been taken towards the narketisation of
public enterprises with a view to making these enterprises behave
like commercial wunits. A successful exanple of corporatisation
can be seen in the Mhanagar Tel ephone N gam Ltd. (MTNL) in the
t el econmuni cations  sector. Thi s nove raised expectations of
nore corporatisation, but further action has been slow. The | oss
maki ng sick public enterprises have also now been brought under the
ambit of BIFR However, this by itself does not hold out nuch

promise as the BIFR is already facing nunerous problens dealing
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with the sick private sector units.

The governnment established a National Renewal Fund {NRF}
in 1992 to ensure that the cost of restructuring of sick public
sector units does not fall too heavily on the workers. This Fund
with a corpus of about $350 mllion is to provide assistance to

cover the cost of retraining and redeploynment of labour and also

provi de conpensati on to labour affected by i ndustri al
restructuring. In fact the Fund has been wutilised nore for
voluntary rctircncnt compensation than fnr ratraining and
r edepl oynent . The National Textiles Corporation, a. central

government undertaking which has the portfolio of 49 sick textile
mlls taken over by the governnment at various points of tinme, has

negotiated a package wth labour whereby 60, 000 workers have

al ready been retrenched. There have also been nergers of a few
mlls as part of the restructuring exerci se. But of late the
process has slowed down. There has been little modernisation and

even the progress of the voluntary retirement scheme seens to have

sl owed down.

Privatisation has not really fornmed part of the strategy
of liberalisation in India. The policy of marginal disinvestnent
of the equity of public enterprises in the last two years has been
duominantly governed by the compulsions of financing the fisecal
deficits. The whole disinvestnment approach is so increnmental and
so thinly spread that it fails to address the basic issue of how to
i mprove the very low returns on the capital invested in the public
sector. It is based on the tall assunption that the induction of

private shareholders wll alter the corporate culture in these
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enterprises and provide them a stronger comercial orientation in

response to normal sharehol der expectations.

One of the mmjor recomendations of the Rangarajan
Conmittee (1993) which was set up to look into the question of
di sinvestnent of shares in public sector enterprises _was for
privatisation by divesting upto 74 per cent of the equity of the

public sector enterprises which are not in the sectors reserved for

the public sector. It is high time that the governnent acted on

this recomrendati on.

2. Broader Policy Environnent

If reforms in the industrial and trade policy regine are
designed to shake Indian industry out of its lethargy of
functioning in a sheltered sellers' mar ket and nmake it
internationally conpetitive on cost and quality grounds, then it
is extremely inportant that the gains on conpetitiveness are not
offset by inflationary pressures in the econony,. The stability of
the nacro-econonmic environment is crucial for the success of the
structural ref or s, Indeed the Indian policy nmakers learnt the
hard way when the fiscal profligacy of the eighties resulted in the
severe balance of paynents crisis in My-June 1991. The New
Economic Policies of 1991 were therefore designed with a dual

thrust on fiscal stabilisation and structural adjustnent.

The fiscal stabilisation programme started very well when
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the fiscal deficit was brought down froma |evel of 8.4 per cent of
GDP in 1990-91 to 3.9 per cent in 1991-92. This was achieved by
cutting down the fertiliser subsidy, elimnating the export
subsidy and reducing plan expenditures. Tn  1992-93, fiscal
adj ust nment was of a much smaller order and that too minly
focussing on plan expenditures rather than subsidies. Fi scal
deficit was brought down slightly to 5.7 per cent of GDP in that
year. But there has been mjor deterioration in 1993-94. It seemns
that with a perception that the imrediate crisis of the bal ance of

paynments is over has cone a yearning for the bad old ways on the

part of t he government . Fi scal deficit in 1993-94 was targeted to
be 4.6 per cent of GDP but the revised estimates -show an
overshooting by nore than 50 per cent so as to bring the deficit to
7.3 per cent. The inflationary consequences of such a course can
be very destabilsing for the structural reforms and nust be avoided

at all costs.

If fiscal pulicies have deviated from the path that was
charted out in the New Economic Policies, the exchange rate policy
has played a very active and supportive role. The trade policy
reforms have been supplemented by a gradual nmovenment towards a
uni fi ed exchange rate. The exchange rate was initially deval ued by
24 vper cent in June 1991 while export subsidies were sinmultaneously
abol i shed. After a brief sojourn with a dual exchange rate system
in 1992, the exchange rate was wunified 1in March 1993 and was
effeciively fivaceud Lo 'be a market determ ned rate. In the budget
for 1994-95 the government has announced its intention to neke the
I ndian rupee convertible on current account transactions which is
a significant step forward towards the liberalisation of the

foreign exchange mar ket s.
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The need for an efficient and nodern banking' system for
effective restructuring of the industrial sector was also

recognised early enough in the new regime so that the Narasimham

Committee (1991) was set up with the pur pose of maki ng
recommendat i ons for financial sect or reforns. The comittee
underscored the inportance of comerci al orientation in the

functioning of the banking system deregulation of the interest
rate structure and | ess pre-emption of banking funds to cover the
fiscal deficits of the governnent if the banking systemis to rise
to the challenges of servicing a nodern industrial sector, In

keeping with the Conmittee's recomendations, a start was made in

several areas, but the pace was adversely affected by the
securitiies scam of 1992, Capital market reforms also suffered a
setback during this period. Now that the Joint Parlianmentary

Committee has subnitted its report to the Parliament and the
government has also proposed a fresh agenda for refornms in the
financial sector there should be nmore action on financial sector

ref or ms.

A significant reecent initiative has heen the opening up
of the capital market for portfolio investnents. I ndi an conpani es
have been allowed to access international capital markets by isuing
equity abroad through the mechanism of G obal Depository Receipts.
Foreign institutional investors managing pension funds or other
broad based institutional funds have been allowed to invest
directly in the Indian capital markets. Favourable tax treatment
has been granted to such investments tO encourage capital inflows
t hrough t hese routes. At the same tine the Securities and Exchange

Board of India is working towards establishing a fair, transparent
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and independent regulatory structure to protect the interest of
investors who today nunber 15 mllion, and to facilitate the

efficient functioning of the capital market.

3. Chall enges ahead

As India has noved from a crisis managenent phase to a
more durable phase in its reforms, the policy nmakers have faced

tough challenges from several quarters. The performance during the

first phase which lasted till about March 1993 was very inpressive
indeed. Unlike many economies going through structural adjustment
with negative growh in the early years, India was able to avoid a

maj or collapse of growmh as GDP grew by 1 per cent in the first

year and 4 per cent in the second year of the reforms(Table 2).The

second phase has proved to be nore difficult what with the
weakening of the will in the face of the abating of the bal ance of
paynents crisis and building of resistance on the part of the
vested interests which is only to be expected in a demacracy.But
the direction is firmy set while the pace has been varied to suit

the political exigencies.

The success in nmmnagi ng the bal ance of payments has been
i npressive indeed, Foreign exchange reserves have increased from
$1.2 billion in June 1991 to over $15 billion in March 1994. This
has been achieved by strong export performance in 1993-94 and
| arger private capital inflows as confidence in the new economic
policies has grown . Inflation was reduced from a peak of 17 per
cent in August 1991 to half that rate within tw and a half years.

More recently, as the fiscal deficit has gone out of gear , the
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inflation rate is risingonce again and the year 1993-94 has seen
inflation of a little over 10 per cent. The containnent of the
fiscal deficit is the toughest challenge facing the governnent
today. This would <¢all for a nunber of tough measures including
a reduction in subsi di es and elimnation of wast ef ul

expendi tures.

Exports have begun to respond very well to the new
trade and exchange rate policy regine.. Export performance in
the first two years of reforms was severely adversely affected
by the collapse of the forner Soviet Union which had bheen a mjor
trading partner of India. Exports (measured in- US dollars)
declined by 1.5 per cent in 19491-9Y2 and increased by less than
4 per cent in 1992-93 (Table 2). _But with the effect of this
di sruption over, the underlying structural transformation is
coming to surface. Exports are beginning to respond to the new
polici es, growing in dollar terns by 21 per cent in the first
el even months of 1693-94. The nunber of conpanies achieving
international quality standards by obtaining certification from
I SO 9000 series today stands at over 220 conpared with less than

5 only three years ago.

Wth the restoration of international confidence has
come @ surge of investor interest in India both for direct
foreign investment and portfolio investment.By the end of 1993
India had attracted actual direct foreign investment of $1.3

billion and approvals of over $4 billion. Conpared with direct



foreign investnent inflows of the order of $150 million in 1990~
91 and 1991-92, the subsequent two years have seen inflows of
$343 nillion and 3500 mllion, respeclively(Table 3). A s
i nternational fund managers are diversifying their portfolios by
investing in "emergingapital markets", India has also
benefitted from this trend. Tnflows from international equity

i ssues by Indian conpanies in 1993-94 are estimated to be about

$2.5 billion, while institutional investors have invested about
$1.5 billion in the donestic capital markets.
| ndustri al revival, however, has been slower than

expected. A transition to a higher and sustainable growh path
requires a revival in investnent. This has been slow in coning.
Public investment has been |low because of severe resource
constraints, while private investnent has been' depressed as the
corporate sector is reorienting its investnent strategy to the
new |iberalised economc environnent.As is to be expected, there
has been sonme resistance from established industry to the
pressure to conpete. There is also reluctance to let go of the
fam |y control over established conpanies, There are demands for
"l evel playing field' on the part of those who have seen nothing
but great walls of protection all these years. But even they
realise that the time for change has come, while the not-so-
established ones are trying to nmke use of the new Iiberal

econom ¢ environnent.

I ndustrial gromh at 2.4 per cent per annumin the nine

nont hs April - Decenber of 1993 was only marginally higher than the
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growmh during the sane period of 1992-93 (Table 2). The recession
was particularly severe in capital goods (particularly electrical
machi nery) and sugar. In particular, capital goods production was
adversely aff:.tcd by the-paucity of -funds-—in-the public sector
and certain anonalies in the tariff structure which arose during

the process of refornmns.

The budget for 1994-93 has explicitly addressed the
problens of the capital goods industry including the anonmalies
in the tariff structure. Mre generally, the sweeping reform of
the indirect tax regine and the growth-orientation of the budget
is designed to elicit a strong response from the private sector.
The fact that the public sector is in a better position to raise
funds should also help in the revival of investment by the public
sector enterprises. There are indications that private investmnent
activity is picking up. Sanctions from financial institutions
have shown very strong inprovement in the |last quarter of 1993-
94, Industrial Credit and Investnment Corporation of India
(1cac) alone showed an increase of 50 per cent in its sanctions
to industry during January-March 1994. Disbursenents also showed

a strong pick up although not as nuch as the sanctions.

In fact in industries other than capital goods and
sugar, there were distinct signs of recovery even during 1993-94
as can be seen from the disaggregated picture in Table 4.When
this picture is conbined with the nore recent indicators on
investment intentions, it seens that the mpbod for wait and watch

is turning into a mod for action.There is also reason to believe
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that Indian industry is developing global vision. The best
personnel of conpanies is being deployed in the export divisions
of the conpanies rather than in the liasion division as in the
past. The sharp increase in the nunber of conpanies obtaining
ISO 9000 series certification for quality standards is another

proof of the sanme phenonenon.

An inportant factor in the nanagenent of the transition
to a nore liberal econony has been the favourable weather for
agricultural growh. If the Gods continue to be on the reforners’
side, the next phase will be nore manageable than otherwise.But
there is no getting away from harsh decisions in the next phase

of reforms.

First and forenobst, the restoration of macro-econonic
stability requires that the governnent gets back to the path of
fiscal rectitude . O else, the resulting inflation wll eat
into the gains being attenmpted on productivity front. There is
al so need for a dispassionate and open debate on the desirability
of privatisation. |f the governnent does not have the resources
to support or revive loss-naking enterprises in areas which are
neither strategic nor of social inportance such as health,
education , rural developnment and poverty alleviatiion, and if
the enterprises are not in a position to raise resources from the
mark-t., should they be allowed to die a slow and agoni sing death
or is privatisation an option ? Is it desirable to privatise
such enterprises and use the funds raised thereby to neet the

needs of investnents in the social sectors ? \Wiat role can the
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needs of investnments in the social sectors ? What role can the
state governments play in carrying the reforns to the ground
level ? Indeed it is extrenely inportant that the reforns are
carried through to the level of the state governnments. DBringing
about a quiet economic revolution within a denbcratic franework
is the challennge. It is a long haul and India has just begun

the journey.



Tabl e

MACRO- ECONOM C | NDI CATORS

|
A: SELECTED CROMH RATES
(per cent per annun)

- = - — o =t = - - —— - -
- o P — e - W - e - -

BealD P
Year Tot al I ndustry Agriculture
50-51 to 60-61 4.1 6.3 3.0
60-61 to 70-71 3.8 5.0 1.8
70-71 to 80-81 3.3 4.8 2.1
80-81 to 89-90 5.6 7.1 3.2
90-91 4.9 8.3 4.8
91-92 1.1 0.0 -2.0
92-93 4.0 1.9 4.9
2
93-94 3.8 2.4 n.a
B: SELECTED RATIOS
(per cent of GDP)
Year Savi ng [ nvest ment Current Fiscal Deficit
Account (Centre, States & UT.)
BOP Current Overal |
50-51 10.4 10.2
60- 61 12. 7 15.7 -2.4 0.5 na
70-71 15.7 16. 6 -1.0 0.3 na
80- 81 21.2 22.7 -1.2 0.1 -7.7
89-90 24.0 26.7 -2.8 -3.4 -9.5
90-91 24.0 27. 4 -3.3 -4.5 -10.0
91-92 23.1 24.2 -0.9 -3.7 -8.0
92-93 22.3 24.5 -2.1 -2.7 -6.8
1
Date_are for fiscal years. Thus, 1950-51 refers to the
period from Aril 1, 1950 to March 31, 1951.
2
April:1993 to Decenmber 1993.
Sour ce: Econonmic Survey, National Accounts and Ministry of Finance.
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TABLE 2

RECOVERY FROM CRI SI S

— . o . . . o . T e e W e WP W WP W = A A A S ek SN S D M Y D M R R G e e o e A e

e - ——— e s i D S R e P e S W S WD S WD T M W WS T e W T W A NS S G M SR Gn A WP R e e . - S S e A e

GDP 4.9 1.1 4.0 3.8

| ndustri al production 8.3 0.1 1.9 2.4a
Exports ($) 9.2 -1.5 3.8 21.4b
Imports ($) 13.5 -19.4 12.7 0.7b
Prices (WPl) 12.1 13.6 7.0 9.1b

(per cent of GDP)

Current Account deficit (BOP) - 3.3 - 0.9 - 2.1 - 0.5
Fiscal Deficit(Central Governnent) 8.4 5.9 5.7 7.3
Savi ngs 24.0 23.1 22.3

I nvest ment 27.4 24 .2 24.5

Forei gn Exchange Reserves {($ billion) 2.2 5.6 6.4 15.0
Exchange rate (Rs/$) 17.9 24.7 29.0 31.4

e e o A B e U S SN WS EE D W M NP TR S A ST S e e e e S S SR R L S S G R W e e e G W e . AR S L - . . ——— o —

a April 1993 to Decenber 1993. Industrial growmh is 6 per cent per
annum if capital goods are excluded.

b April 1993 to January 1994.

Source : Economic Survey 1993-94, Mnistry of Finance, Governnent
of India.
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TABLE 3

FOREI GN | NVESTMENT | NFLOWS

- - - = = e e = T Y S e W o e - A e S e S O W M SR WA R e e e e v - S e = e o - ——

> ——— - - e e - - g . S e e W T m - - A e e - - - ——

Tot al 165.0 148.0 585.0 4600

Direct Foreign Investnent 165.0 148.0 343.5 600

O her Foreign |nvestnment 0.0 0.0 241.5 4000
Foreign Institutional Investors (G.Gi UL U (1.067 (15007
Eur o-i ssues (0.0) (0.0) (240.5) (2500)a

a Estimates based on actual inflow of § 2100 nmillion upto

March 4, 1994.
Sour ce : M nistry of Finance, Governnent of India.
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Industrial Recovery : 4 (Close Up
(per cent per annum growth)

@ e = - e b M A U MR R e D R P M R YE W R W e D W W S GHe G SR T W M R R WD W W Y S e em e e

Apri | - Decemnber

I ndustri al Pr oducti on 18992-93 1993-94
Basi ¢ goods 3.3 3.2
Internedi ate goods 5.0 10.3
Capi tal goods a.7 -6.4
Consuner goods 0.5 2.3
Dur abl es -0.6 13.5
Nondurables¥ 0.8 2.6
* excl udi ng sugar.
Sour ce Centr al Statistical Organisation, Governnent

I ndi a.
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End- not es

i« The first mpjor study to spell out the serious Shortcom ngs
of the policy reginme was by Bhagwati and Desai (1370). This was
followed by a detail study of the Indian foreign trade regime by
Bhagwati and Srinivasan (1975) which reinforced the finding of
i neffectiveness of the policy instrunents to achieve the set
targets a:® growth and devel opnent. Reports of official
commttees headed by Alexander {1978) and Dagli (1979) conveyed
a simlar nessage.

2. For a detailed discussion of the productivity trends in
I ndi an Manufacturing, see Ahluwalia {1991}. The updated results
are given in Ahluwalia {1992).

3, Chel liah Raja (1992), Chairman Tax Reform Committee,
Department of Revenue, Ministry of Finance, Government of India.

4, Annual Reports of the Bureau of Public Enterprises provides
the infornmation base for these reports.
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